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AN ANALYSIS OF DISCOUNT RATES AND 
BANKING STATISTICS 



SPECULATION on the New York Stock Exchange 
and the fluctuation in call rates during the months 
of June and July have been the subjects of widespread 
comment by commercial and financial journals. Dur- 
ing these months both the prices of stocks and the 
volume of exchanges were high. In June and July call 
rates went to fifteen or twenty per cent. During July 
collateral loans with a fixed maturity of from sixty days 
to six months ranged from six to seven per cent. Dur- 
ing the same time the rates for sixty-to-ninety day en- 
dorsed bills receivable ranged from five and one-quarter 
to five and three-quarters per cent. The rate of dis- 
count of the New York Federal Reserve Bank for 
sixty-one-to-ninety day commercial paper has remained 
constant at four and three-quarters per cent since some 
time prior to the signing of the armistice. The rate 
of discount of the New York Federal Reserve Bank on 
sixteen-to-ninety day paper secured by United States 
war obligations has been constant at four and one- 
quarter per cent. At the time of the recent flurries in 
the call loan market in New York the Federal Reserve 
Board announced " that the funds of the Federal Re- 
serve system are in no sense intended for the support of 
speculation and that member banks should bear this 
in mind when arranging for the extension of accommo- 
dation to borrowers." 1 

Certain New York bankers have stated that they are 
loaning their funds on call at six and one-half per cent 
and upwards instead of putting out money on commer- 
cial paper at five and one-quarter to five and one-half 
per cent. Not only are New York bankers putting their 
own funds out on call but it is reported that there has 
been a steady flow of funds into the call market from 
interior institutions. In the latter part of August or 
the first of September funds will be needed to finance 
the fall and winter trade. At that time the country 
banks may be expected to withdraw funds from the call 
loan market. It is quite probable that another flurry 
may be expected at that time unless steps are taken to 
prevent it. 

In view of the present disturbed condition of the 
money market a discussion of the relations between 
fluctuations in speculation, in bank conditions, and in 
rates on short time paper, is timely. As a basis of judg- 
ing the present situation, we shall consider the relations 
that existed previous to 19 14. 

All bankers have recognized that the rate of interest 
could and should be used to protect reserves. The ques- 
tion to be considered in this paper, however, is not the 
theory of the relationship but rather the facts as shown 
by a study of the statistics. The correlation between 

1 Federal Reserve Bulletin, July, 1919, p. 618. 

2 This diagram and the three following ones are combinations of 
charts published in the April Review, pp. 199 et seq. The numbers 



reserves and interest rates is not evident if one studies 
the crude figures. If the figures are corrected for secu- 
lar trend and seasonal variation, however, the inverse 
relationship between short time interest rates and bank 
reserves is very striking. 

Charts 114 and 123 2 present a comparison of (a) the 
monthly rate of interest on sixty-to-ninety day com- 
mercial paper in New York and (b) the monthly average 
reserves of the New York City Clearing House banks. 
It will be seen from these charts that one curve is almost 
precisely the inverse of the other curve. For instance, 
during the period 1904-07 bank reserves decreased to a 
minimum reached in the last quarter of 1907. During 
the same period interest rates increased to a maximum 
reached in the last quarter of 1907. The increase in the 
monthly average rate of interest on sixty-to-ninety day 
commercial paper in New York was from four per cent 
in January 1905 to eight per cent in December 1907. 
In May 1907, however, the rate was as low as 5.40 per 
cent. It was not until August that the rapid stiffening 
of the rate began. It would seem from these figures 
that the banks should have increased their rates much 
more rapidly than they did in order to conserve their 
reserves. The interests of the bank and the interests of 
the country call for the same policy. By increasing its 
rates of discount the bank conserves its funds for the 
purchase of paper at a later time when rates of discount 
are still higher; and in following this policy it adds 
strength to the general banking situation. 

There is another direct effect of changes in the bank 
rate, namely its effect upon the item " loans and in- 
vestments " of banks. When the rates on commercial 
paper go up loans go down, and inversely. 

Charts 114 and 122 present a comparison of the cor- 
rected figures of (a) the monthly rate of interest on 
sixty-to-ninety day commercial paper in New York and 
(b) the monthly average loans of the New York City 
Clearing House banks. Here again the inverse relation- 
ship between the corrected figures of short-time rates 
and loans is apparent upon inspection of the charts. The 
one striking exception to the inverse movement during 
the period 1903-14 is in the last quarter of 1907 when 
the panic occurred. At this time a violent increase 
in the bank rate was not sufficient to curtail loans. In 
this quarter loans and the bank rates move together. 

Charts 114 and 112 present a comparison between the 
corrected figures of (a) the monthly rate of interest on 
sixty-to-ninety day commercial paper in New York and 
(b) the monthly yield of ten American railroad bonds. It 
appears from these charts that the fluctuations in short- 
time rates precede those of long-time rates by some 

of such charts have been retained. The method of correcting for 
seasonal variation and secular trend is described briefly in the April 
Review, p. ^39. 
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months. In other words, a stiffening in short-time rates 
will be followed later on by a higher rate of bond inter- 
est. Points of maxima of the two series, however, both 
occurred during the panic of 1907. During the period 
1910-14 there is less evidence of a consistent lag of long- 
time rates than during the earlier period of 1903-09. 

Charts 114 and 118 present a comparison between the 
corrected figures of (a) the monthly rate of interest on 
sixty-to-ninety day commercial paper in New York and 
(b) the monthly average price of industrial stocks. It ap- 
pears from these charts that fluctuations in the short- 
time rate lag behind those of the prices of stocks. For 
instance, during the period 1904-06 the average price 
of stocks increased rapidly reaching a maximum in Jan- 
uary 1906, whereas short-time rates did not begin to 
go up violently until the latter part of 1905. It would 
appear from these charts that the effect of declining 
rates on a low price stock market or of increasing rates 
on a high price stock market must be continued for a 
year or more before the influence of changing bank 
rates is fully felt by stock prices. In other words, specu- 
lation tends to proceed unchecked for a number of 
months after the rate on commercial paper has reached 
a comparatively high figure. 



war and the establishment of the federal reserve system. 
On account of the events just named, banking statis- 
tics have at the present time a new meaning. Reserves 
are now centralized in the federal reserve banks. If 
any bank finds its reserve getting low, it can and 
will rediscount its paper with a federal reserve bank. 
Consequently the reserves of the New York banks as 
reported do not now possess their old-time significance. 
The significant statistics today are not so much the 
statistics of the member banks but rather those of the 
federal reserve banks. The Federal Reserve Board has 
the power and the responsibility of conserving funds. If 
the Federal Reserve Board increases its rates of redis- 
count as its reserves decrease, we may expect to find a 
relationship between its reserves and rates of discount 
similar to that shown in Charts 114 and 123 for the 
New York City Clearing House banks for the period 
1903-14. 

Since 191 4 prices of commodities have doubled. Par- 
allel with this increase of prices there has been a like 
increase in the loans and deposits of banks. The change 
in the status of these items for the combined banks and 
trust companies in Greater New York since 1909 is 
shown in the accompanying chart. Since the signing 
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It is evident from the charts which we have just con- 
sidered that there is a connection among short-time 
rates on commercial paper, bank reserves, bank loans, 
and the price of securities in New York. It is quite 
possible that the close connection between the rate on 
commercial paper and reserves of New York banks is 
due to the fact that the former series is an index of the 
rate on collateral loans to the speculative market. The 
rate on commercial loans cannot be consistently and 
widely different from the rate on collateral loans. 

The comparisons which have just been made are 
based, on data covering a period previous to the great 



of the armistice both loans and deposits of New York 
banks and trust companies have continued to increase. 
This increase has taken place at the same time as the 
increase in the rates on commercial paper (the increase 
in the rates on four-to-six months good single name 
paper and sixty-to-ninety day choice double name paper 
began in February 1919). The increase in bank loans 
at the same time as an increase in the rate on commer- 
cial paper is an unusual phenomenon. It would appear 
that interest rates should be increased still more 
strongly if loans are to be curtailed. If rates are npt 
increased it means that bank credit will be used to sup- 
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port a further increase of commodity prices. It seems 
that the time has come when the Federal Reserve 
Board should use its power not merely to curtail specu- 
lation on the New York Stock Exchange but to limit 
further increase of prices. 

In this connection the statistics of the New York 
Federal Reserve Bank and the combined federal re- 
serve banks are of interest. The next chart presents 
graphs showing the total earning assets, total reserves, 
and the bills discounted of the New York Federal Re- 
serve Bank for the period since the signing of the arm- 
istice. Although the total reserves show a decrease 
since June 27 and the other two items — total earning 
assets and bills discounted — show an increase since 
the same date, yet the present value of these figures is 
not widely different from what it has been during the 



the reserves of the New York Federal Reserve Bank. 
The federal reserve system is a unified system, and the 
reserves of the banks of the various districts may be 
apportioned and transferred from district to district at 
the discretion of the Federal Reserve Board. The most 
significant bank statistics at the present time are the 
consolidated figures for all the federal reserve banks. 
The upper chart on page 14 gives the weekly figures 
for the federal reserve banks since November 1, 191 8, 
including federal reserve notes in actual circulation, 
earning assets, total reserves, bills discounted, and de- 
posits. The bills discounted show a decrease since the 
middle of May, a favorable sign. Total reserves have 
declined since June 8. It will be remembered that all 
restrictions upon the shipment of gold were removed 
on June 10. The shipments of gold that have occurred 
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last six or eight months. During the whole period 
covered by the chart a persistent inverse movement of 
total earning assets and total reserves is apparent. A 
similar inverse movement between total reserves and 
bills discounted is evident for the period since the mid- 
dle of February. Although this relationship holds for 
the New York Federal Reserve Bank it does not hold 
for the Boston Federal Reserve Bank and perhaps not 
for the banks of other districts. Control of reserves 
can be exercised through the volume of bills discounted, 
and the volume of bills discounted is determined by the 
rate of discount. Conservation of reserves, it would ap- 
pear, could most readily be obtained by an increase of 
the rate of discount on notes secured by United States 
bond collateral. 

If the reserves of the New York member banks are 
not completely significant of the situation, neither are 



since that time have resulted in more favorable ex- 
change rates for the United States with all the world. 
A decreased reserve during this period is not a bad sign. 
The amount of federal reserve notes in actual circula- 
tion is somewhat higher than it was in the latter part 
of January. These notes may be expected to increase 
somewhat in volume during the crop-moving season of 
the fall, but any considerable permanent increase would 
mean a further price increase and will, perhaps, not be 
allowed to take place. 

Although certain persons have been very much dis- 
turbed at the expanding condition of the federal reserve 
banks, yet when their combined showing is compared 
with that of the central banks of other countries at the 
present time, the American institutions are seen to con- 
stitute the greatest element of strength in the financial 
situation of the world. These reserves, both absolutely 



14 






















1 


H 


K 


R] 


4\ 


IE 


w 


c 


V 


E< 


JL 


N 


JA 


IK 




SI 


A' 


ru 


ST 


1C 


s 














































































































































Wee/r/y Figures for Fee/ere/ Reserve Bonks 






























































































Since November 1, 1913. 
























































I 














































- ER.Notes in Actus/ Circulation 








( Units of $ 10,000,000 ) 


































































































































| | 




































**» 


















































- ERNotes in Actual Circulation 






















































































~ZL 






























































































































































/ 
















































—■- 














■Earning Assets 




, 














/ 


-v 




C-^i 


p»« 


















Earning Assets 








































' 






























1 — t 


►.-u- . .i 






























» 




„ j 








.-' 


t — 








— r- 






























* 




\ 




















> 


--- J 


— 1 


!-._ 


: 


S, 


/ 


<• 


-"" 












\ 


, 




























• — a 


r- 


V 


C2 






s 


w-~ 


^ 














L- 


/ 
























\ 


/ 




























Z. 


















S 










/ 


~* 


1 










~iofal /reserves 




































sso 


Tots/ Reserves ■ 








V 


■£ 




k— < 


£ 




=q 


r—- ' 








































S-r, 
























— < 


k— ^ 


h— i 














i 


\ 








































































































, t 


3«5(y Discounted y 






































































































































































— K \ 




> 
































Gills Discounfec 
































7 


^v 






1 x 


' 


\ 










^ 


















































2_ 






Deposits 


\ 










^ 


V 
















































+ 






















-^ 




^ 


/ 


r 


A 


^2- 












ISO 


zz 














7 




















>r^- 








; 


< 




.> '--- 


■7^ 




r-' 


x ( 


— ? 


_ 




^ 


\ 


^7^ 
















JOeoosirs\. 




/ 












I 




1/ 








V 


>«, 


/ 


•*«;_-.>'— 
















— 1 
































k*- 


^ 




t 


r 












/ / 














*> 


/ 
















- — r — 




























"*~i 


,—t- 


^. 


^Z 






\._\ 










A 1 






/ 
























































































/> 


I 










































































V 


. 




_> 


-~~ 


































































— 








































































































































































































































































































































































/ 


t 


i /. 


r e 


e £ 


» ( 


j /. 


} £ 


£ 


7 J 


/<: 


» /; 


' ^ 


■K 3 


/ ; 


' /■ 


* £ 


'0 a 


9 7 


• U 


t 2 


/ £ 


a -* 


• /, 


/£ 


> « £ 


« 


/0 £3 ^s C 


/J £0 £7 


// 


IQ 25 t 


a 


« 


a? ^ 



November December 
- 1913 p 



January 



February March 



April May 
1919 



June 



July 



August 



and relatively to demand liabilities, are the largest of any 
of the great banks. The final chart on this page shows 
the percentage of reserves and demand liabilities of the 
central banks of the United States, England, and France 
since November 1, 1918. During the period since the 
signing of the armistice the ratio of cash reserves to 
net deposits plus federal reserve note liabilities, of the 
federal reserve banks, has fluctuated between fifty and 
fifty-four per cent. The percentage of coin and bullion 



to total deposits plus note circulation of the Bank of 
England, has fluctuated between thirty and forty per 
cent until recently when it has risen well towards fifty 
per cent. The ratio of total gold holdings to general 
deposits and current accounts plus note circulation of 
the Bank of France, is under fifteen per cent. The 
federal reserve banks are peculiar in that they are re- 
quired by law to hold a reserve of thirty-five per cent 
against deposits and forty per cent against federal re- 
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AN ANALYSIS OF DISCOUNT RATES AND BANKING STATISTICS 



iS 



serve notes. The other central banks are not similarly 
restricted. 

To conclude: Previous to 191 4 the rates on commer- 
cial paper in New York and the reserves and loans of 
New York banks fluctuated inversely with each other. 
In other words, reserves were conserved by increasing 
the bank rate. Since the establishment of the federal 
reserve system the reserves of the federal reserve banks 
have become the keystone of the financial structure 
of the United States. Pressure from the commercial 
world upon the banks for loans is transmitted to the 
federal reserve banks. A low rediscount rate makes 



for a low discount rate; low discount and rediscount 
rates make for the dissipation of reserves. If the fed- 
eral reserve banks are to be used as an instrument to 
obviate panics, the Federal Reserve Board must curb 
business expansion by increasing the rate of rediscount, 
not only of commercial paper but of paper secured by 
United States war obligations. At the present time 
when there are demands upon the United States to 
finance the world it must be remembered that this 
financing should be accomplished by saving rather than 
by credit expansion. Otherwise, further price inflation 
is inevitable. 



